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(b) [Reserved]
[T.D. 8458, 57 FR 61313, Dec. 24, 1992]

TAX BASED ON INCOME FROM
SOURCES WITHIN OR WITHOUT
THE UNITED STATES

DETERMINATION OF SOURCES OF INCOME

§1.861-1 Income from sources within
the United States.

(a) Categories of income. Part I (sec-
tion 861 and following), subchapter N,
chapter 1 of the Code, and the regula-
tions thereunder determine the sources
of income for purposes of the income
tax. These sections explicitly allocate
certain important sources of income to
the United States or to areas outside
the United States, as the case may be;
and, with respect to the remaining in-
come (particularly that derived partly
from sources within and partly from
sources without the United States), au-
thorize the Secretary or his delegate to
determine the income derived from
sources within the United States, ei-
ther by rules of separate allocation or
by processes or formulas of general ap-
portionment. The statute provides for
the following three categories of in-
come:

(1) Within the United States. The gross
income from sources within the United
States, consisting of the items of gross
income specified in section 861(a) plus
the items of gross income allocated or
apportioned to such sources in accord-
ance with section 863(a). See §§1.861-2
to 1.861-7, inclusive, and §1.863-1. The
taxable income from sources within the
United States, in the case of such in-
come, shall be determined by deducting
therefrom, in accordance with sections
861(b) and 863(a), the expenses, losses,
and other deductions properly appor-
tioned or allocated thereto and a rat-
able part of any other expenses, losses,
or deductions which cannot definitely
be allocated to some item or class of
gross income. See §§1.861-8 and 1.863-1.

(2) Without the United States. The
gross income from sources without the
United States, consisting of the items
of gross income specified in section
862(a) plus the items of gross income
allocated or apportioned to such
sources in accordance with section
863(a). See §§1.862-1 and 1.863-1. The
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taxable income from sources without
the United States, in the case of such
income, shall be determined by deduct-
ing therefrom, in accordance with sec-
tions 862(b) and 863(a), the expenses,
losses, and other deductions properly
apportioned or allocated thereto and a
ratable part of any other expenses,
losses, or deductions which cannot defi-
nitely be allocated to some item or
class of gross income. See §§1.862-1 and
1.863-1.

(3) Partly within and partly without the
United States. The gross income derived
from sources partly within and partly
without the United States, consisting
of the items specified in section 863(b)
(1), (2), and (3). The taxable income al-
located or apportioned to sources with-
in the United States, in the case of
such income, shall be determined in ac-
cordance with section 863 (a) or (b). See
§§1.863-2 to 1.863-5, inclusive.

(4) Ezxceptions. An owner of certain
aircraft or vessels first leased on or be-
fore December 28, 1980, may elect to
treat income in respect of these air-
craft or vessels as income from sources
within the United States for purposes
of sections 861(a) and 862(a). See §1.861—
9. An owner of certain aircraft, vessels,
or spacecraft first leased after Decem-
ber 28, 1980, must treat income in re-
spect of these craft as income from
sources within the United States for
purposes of sections 861(a) and 862(a).
See §1.861-9A.

(b) Taxable income from sources within
the United States. The taxable income
from sources within the United States
shall consist of the taxable income de-
scribed in paragraph (a)(l) of this sec-
tion plus the taxable income allocated
or apportioned to such sources, as indi-
cated in paragraph (a)(3) of this sec-
tion.

(c) Computation of income. If a tax-
payer has gross income from sources
within or without the United States,
together with gross income derived
partly from sources within and partly
from sources without the TUnited
States, the amounts thereof, together
with the expenses and investment ap-
plicable thereto, shall be segregated;
and the taxable income from sources
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within the United States shall be sepa-
rately computed therefrom.

[T.D. 6500, 25 FR 11910, Nov. 26, 1960, as
amended by T.D. 7928, 48 FR 55845, Dec. 16,
1983]

§1.861-2 Interest.

(a) In general. (1) Gross income con-
sisting of interest from the United
States or any agency or instrumen-
tality thereof (other than a possession
of the United States or an agency or
instrumentality of a possession), a
State or any political subdivision
thereof, or the District of Columbia,
and interest from a resident of the
United States on a bond, note, or other
interest-bearing obligation issued, as-
sumed or incurred by such person shall
be treated as income from sources
within the United States. Thus, for ex-
ample, income from sources within the
United States includes interest re-
ceived on any refund of income tax im-
posed by the United States, a State or
any political subdivision thereof, or
the District of Columbia. Interest
other than that described in this para-
graph is not to be treated as income
from sources within the United States.
See paragraph (a)(7) of this section for
special rules concerning substitute in-
terest paid or accrued pursuant to a se-
curities lending transaction.

(2) The term ‘“‘resident of the United
States’, as used in this paragraph, in-
cludes (i) an individual who at the time
of payment of the interest is a resident
of the United States, (ii) a domestic
corporation, (iii) a domestic partner-
ship which at any time during its tax-
able year is engaged in trade or busi-
ness in the United States, or (iv) a for-
eign corporation or a foreign partner-
ship, which at any time during its tax-
able year is engaged in trade or busi-
ness in the United States.

(3) The method by which, or the place
where, payment of the interest is made
is immaterial in determining whether
interest is derived from sources within
the United States.

(4) For purposes of this section, the
term ‘‘interest’” includes all amounts
treated as interest under section 483,
and the regulations thereunder. It also
includes original issue discount, as de-
fined in section 1232(b)(1), whether or
not the underlying bond, debenture,
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note, certificate, or other evidence of
indebtedness is a capital asset in the
hands of the taxpayer within the mean-
ing of section 1221.

(5) If interest is paid on an obligation
of a resident of the United States by a
nonresident of the United States acting
in the nonresident’s capacity as a guar-
antor of the obligation of the resident,
the interest will be treated as income
from sources within the United States.

(6) In the case of interest received by
a nonresident alien individual or for-
eign corporation this paragraph (a) ap-
plies whether or not the interest is ef-
fectively connected for the taxable
year with the conduct of a trade or
business in the United States by such
individual or corporation.

(7T) A substitute interest payment is a
payment, made to the transferor of a
security in a securities lending trans-
action or a sale-repurchase trans-
action, of an amount equivalent to an
interest payment which the owner of
the transferred security is entitled to
receive during the term of the trans-
action. A securities lending trans-
action is a transfer of one or more se-
curities that is described in section
1058(a) or a substantially similar trans-
action. A sale-repurchase transaction
is an agreement under which a person
transfers a security in exchange for
cash and simultaneously agrees to re-
ceive a substantially identical securi-
ties from the transferee in the future
in exchange for cash. A substitute in-
terest payment shall be sourced in the
same manner as the interest accruing
on the transferred security for pur-
poses of this section and §1.862-1. See
also  §§1.864-5(b)(2)(iii), 1.871-7(b)(2),
1.881-2(b)(2) and for the character of
such payments and §1.894-1(c) for the
application tax treaties to these trans-
actions.

(b) Interest mot derived from U.S.
sources. Notwithstanding paragraph (a)
of this section, interest shall be treated
as income from sources without the
United States to the extent provided
by subparagraphs (A) through (H), of
section 861(a)(1) and by the following
subparagraphs of this paragraph.

(1) Interest on bank deposits and on
similar amounts. (i) Interest paid or
credited before January 1, 1977, to a
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